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SBC Provides Residential Universal
Service While IXCs “"Cherry Pick” Profits

premium customers
rather than N
universal service. )

Quartile 1

A

IXCs
Quartile 2

Quartile 3
BC <

T Quartile 4

S

| 'I",'(cOfferstarget Ameritech Residential Customer Spending
% of Total

Ave Rev SBC % of Total

per Line Revenue SBC Profit
 $43-$54 36% 72%
$36-$43 29% 419
$24-$36 21% 9%
$0-$24 149 (22)%

SBC'’s resulting customer base will be
unprofitable, with no funds for investment.

M




No Capital Investment

. gives AT&T Consumer
unmatched Ieverage to create
offers ... |
Betsy Bernard,

Presidont, ATST Consumer

“"We're profitable everywhere
we sell because we limit ...

where we sell based on cost....

[W]le're
to make it work.”
Wayne Huyard
CoOO, MCI

“"We do not expect that the
growth of our business will
require the levels of capital
investment in fiber optics

Clear IXC Strategy

and switches that existed in
historical telecommunications
facilities-based models.”

10-Q Filing

Z-Tel

High Margins, Low Risk

“"Our principle of maximizing
cash requires that we only
enter states that meet our
gross margin requirements.”

"We are not going into
states where we don't have a
o  onthe
Iocal
Betsy Bernard,
President, AT&T Conniirie




Capital Market Reaction

Stock Prices

Before UBS After UBS
Warburg Report  Warburg Report
) (08/19/02) (08/23/02) Percent Changc
SBC $29.87 $26.30 (12.0)%
AT&T $10.76 $12.22 13.6%

“We believe SBC has the most attractive region for UNE-P providers.

SBC has lost more retail lines to UNE-P than any other Bell, at 3.45

million... [and we] expect SBC to lose 1 million retail lines to UNE-P
in the third quarter of 2002.”

- UBS Warburg

SBC takes the hardest hit for each retail line lost to UNE-P competitors ...

A/




Summary

Bill Daley
President
SBC Communications Inc.




Impacts

Reduced Service Quality

Reduced Ability to Provide Service to all
Customers

No Incentive To Invest in Networks
Eliminated Jobs

Slower Deployment of New Services
Increased Cost of Capital
Weakened Equipment Suppliers

21




Next Steps

e Current regulatory regime regarding UNE-P
and pricing is unsustainable

e Turmoil in industry calls for quick and decisive
action

e As long as we have carrier of last resort
obligations, prices must be set to recover our

costs

» There are many ways to solve this problem, but
time is extremely short. Whatever direction
the FCC moves, it must be effective in a very
short period of time
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SBC Communications, Inc,

August 27 oo

SBC - In the UNE-P Wheelhouse

SBC has Jost more retail lines 10 UNE-P than anv other Bell ar 3.45 million. including 692.000 in the second quarter alone
The 692.00() UNE-P line, equate 10 1 275 of SBC s 4.8 million total retail access lines at the end of the first quarter while
he imbedded base equales to 3.9% of the company s total swirched lzpcs tincluding wholesaler. In the second quartet. SBC
added 454.000 residental UNE-P lines. represenung more than 51% of 1he i0ss in the retall residenual hne base Second hine
losses accounted for another 265 of yerall residential hine losses while management suggested seasonahny conmbuted the bulk

of the remainder

Table 1: Access Lines Statistics for SBC (000s)

1001 2001 20m 1Q02 2002
Total access iines [ BC I7E 6o 230 3603 Sk Z32
"o growth 2 Ee; a7e, A0 <7 500 47
Net Adds 1€ £76 28 €58 £06 78
UNE-P RchE! ‘760 P 2ald 27e" 3433
Net Adds 36 387 8¢ Taz 358 857
% of 1otal hnes z 2% 2 6% 36 4 0% 47% 5o
Retail regidential lines 32878 3285 34 46 3aLE 34 12¢ 33166
°= growth 2 6% 37 ags 425 -4 B 5o,
Net Adds 220 €223 328 -2k -38% 661
Residential UNE-P 7 a B sz 162 §5€
Nel Adds € 24 -5 3 1% 254
‘. of res lines lost 0% 3@ £° CE: T e, [

Sourze UBS Warturz LT esimaies

We believe SBC has the most attractive region for UNE-P providers. The average monthly bill for local service is among
the highest while ts UNE-P rates are the lowest. making 1t relatively easy for competitors to ean decent margins. This is
¢specialiy wue 1n the Ameritech region. Ameritech and Caltfornia also have a large number of dense urban areas with very low
loop rates that provide ample feeding ground for resellers

Based on our analysis. SBC also takes the hardest hit for each retail line tost 1o UNE-P competitors, Wo cstimaie that the
company loses approvimately $19.70 1 net revenuc par hine per month tor cach el hine fost 1o competiors This compares
e S{7 8% tor Nenzon. $18.29 for BellSouth and $14.73 for Qwest In the Amentech region, where the company s under full-
soale attack. the company {oses approximately 821.73 per line per month in net revenue The EBITDA impact is also most
savaie at SBC We believe the company generates over $1333% 10 EBITDA per retail testdennal hne par month but feses
roughly $3.51 m EBITIDA per month on Iines converted to wholesale via UNE-P SBC 1s the only Bel! to generate more than
St Ui of negatne EBITIXA per month on 1ts wholesale hire base Thus the negatne EBITDA swang from retail 10 wholesaie 1s
mote than $S17 00 pet hne per month. also the largest for the Bells with the other thiee i the -S12 10 Sloange in the
Amvntech region. this figure 1s approximately 519 00 pc’llnc

Line josses 1o UNE-P have shifted from the business to the residential market. In the second quarter. UNE-P ook 494.000
testdenual lines and just 117.000 business lines. down from 393000 business lines in the {ust guarter Michigan was hi
hardest with 184.000 Iines converted from retail 1o wholesale 1n the state duning the second quarter AT&T. which began
marketing in January 2002. claims to have garnered 6% residential market share in Michigan six months. Texas has
coei the lrgestiotal Iine Joss to date trom UNE-P with over | 57 mullion wholesale lines tboth UNE-P and TSR) in the state.
Whaolesale net adds have slowed dramaucally 1n Texas. however. as AT&T has pulled back on s markeung eftorts due 1o
relatively ow discounts gvatlable.
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SBC Communications. inc August 20 2005

W e expect line loss 10 continue to ramp up in SBC territors in the second half of 2002 and believe the company will lone
approximately 1 million retajl Lines to UNE-P in the third quarter. We believe that roughly half of the hine ioss i e
second quarter occurred i the month of June. Considering the steep gowth within the second qlianer and ATAT s entny into
the Ohie and Illinois markets in mid-June and the Cahifornia market 1n early August. our numbers could prove conservaing
With another 1.2 million UNE-P line projected for the fourth quarter. we now expect residential hne Joss of 9 15 and 1267 m
the third and fourth quarter, respectively. This also suggests that by vear end. 10% of 101al switched access hnes wall be UNE-
P Again. we note that our analvsis sug.gesm that wholesale lmnes generate negaune EBITDA on a weighted average basis In

2003, we expect the company to lose 3.1 million hnes. up from 325 milhon for all of 2002

Much depends on the company's ability to secure long distance approval in California in the near term. which should
dampen {but by no means eliminate: hine loss while helping to offset much of the revenue loss. simila 1o the results in 271+
approved Southwestern Bell states. The Admimismanve Law Judge (ALJy i California has approved the company s
apphcanon and the full public utility commission 1o 15 expected 10 vote on Seplember 19”, a short delay trom the recenthy
proposed date of August A positive outcome tor the Bell could enable SBC to begin markeung interLATA services i
Califorma in late Decemnber. Ameritech is a different story however. as we do not expect the company 10 receve approval for

long distance 0 these states unul the second half of 2003,

Annd

Estimates and valuation

Based on changes to our model resulting from this anaivsis. we are reducing our 2003 EPS estimate 10 $2.23 trom our previous

estmate of $2.36. while maintaining our 2002 EPS esumate at $2.31. This ransiates w0 a 2.3% deciine n EPS in 2003 versus
our previous estimate for 2.1 growth. It compares unfasorably with the | 8% EPS decline we continue 1o expect for 2002.
We now expect otal proportionate revenues to decline by 1.3% n 2002 following the 3.9% decline in 2002, Qur previous
estmate was suggesting a 1.1% growth in revenues We now expect EBITDA to decline by 1.9% versus our previous

assumpuon for a 0.5% growth m 2003

SBC 1s currently irading at roughty 13.3x our new esumates for 2003 Given that we do not expect the company 1o generate
enough growth to reach its 2001 EPS of 52 35 untl 2006. we behieve 1t will be difficult for the company 1o outperform the
market at these levels In calculating ow new |2-month price 1arget of $3C per share. we conducted a discounted cash flow

7€ discount rate. a terminal value that assumes 2 3% perpewniny growth and a 20% private market

analveas, employing a 7%
discount

Table 2: Changes to SBC Estimates (SMM)

2002 2003 . growth
Old New  $change % Change Oid New Schange * Change Ot New
Vire.rs Raver s 3B TER  GEEC” 167 Ces 3 sl Tafs <7l £l ca o9
Totg heverig E R -y Qe 5281 4l £
I3TCA FARCTRRANCEY) -20 C 2res i Jite < e
her noome TTeE TTE K L2 [ Tagl < <3 ‘e
) R 523t (80.00: 52 8258 oo (85 B e
Soutee BN Moarbere L1LC estmates
L 1

Statement of Risk

Risks include management’s ability 1o execute. potential adverse changes in regulanon. changes in technology. the effects of a
weak economy. mcreasing competition and a iarge degree of operaung leverave

3 UBS Warturg L2
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Global rating definitions and allocation

%, of companies under “c for wnich B sevices

Rahng Definition coverage with this raling have been provigec
Swong Buy  Greater than 20% excess relurn potentd. an gegree of conhaens 2% 8%
Buy Positive excess return potential 38% 58
Hoid Low excess retur potential: low gegree of confidence 227 28
Reduce  Negalive excess retum potenpal 4¢ 227
Greater than 20% negative excess return potential: migh degres of 1, e

Sei:
conhdence
CXCess (elurr, Target PIice . Current price — | - gross dvidend yielg — 12-montn inferest rate, The 12- MONtN (nteresi rate used IS tnat of the

company s country of INcorporation, in the same currency as the predicted return.
*Investment banking services include, but are not restricted to. acting as manager/co-manager in the underwriting of placement of secunities
(witnin the past three years), acting as financial agwisor. and’or proviging corporate finance or capital-markets-related services to a company

or ane of its afiikates or subsidianes (within the past 12 monins).

Source: URS AG. its subsidianes and affilates: as of 30 June 2002.
2 UBS AG, its affiiates or subsidiaries has acted as manager:co-manager in the underwriting or placement of secunties of this company or

one of its affiiates within the past three years. _ _
37. Wihin the past 12 mantns, UBS AG. its affibates or subsidiaries has received compensation for insestment banking services from this

COMBAny.
80. UBS AG. Its afillates or subsidianes expect to receive o7 intend to seek compensation: for investmer: banking services from this

company within the next three months.

Uniess otherwise ndicated. please refer 10 the Valuation and Risk sections contained within ine body of this report.
For a complete set of disclosure statements assogiated witn the companies discussed 1n this report. including intormation on valyation and
rsk pease contact UBS Warburg LLC. 1285 Avenue of Amencas, New York. New York. 10019, Attention: Putiishing Agministration.

UBS Warburg LLC. 1285 Avenue of the Americas, New York, NY 10019 Phone: +1.212-713-2000

“nis marend has ceen prepared by UBS AG or an sHuate thereof ¢ UBS | actng Mrougs s business grour UBS Warturg 1 nas ne 1egarc (c tre speaib nvesiment obechves financal Siluation o1 paricuar
nees O any SDRCHC MCImen! D reDresentziion of warranty eMné! @Xpress O MEWEC & Drovided In [aton IC Ihe aclufan comoIetENAsS O DM Bf INE INformalgn COMAMes Narén Thrs repon & pubkshad
Loup . 07 T OrMAtonal DUFTOSes ANd | not 1C De conSirued as a st ation o7 ar TNET T hu. 07 Sl 2Ny SECUN@s O redléd Linantiar st MmEents Cpimons axlressed NETBN are supiect to change withoul nolce and
g, OMEr O DE GOTITARY 10 OOvmORS expressad Dy Other DUSINESS Aneas of groyps 0' JAS ar a 'BSUT O LSRG Serent assuphions anc STens UBS 15 unaer o obwgalie” 1L Ubaale Of keep e n{ormalion cutrent
The secuniies DEscroeT nele Mav nol DE eigibie for sare (b @l uNsAiCNons O 10 SeNar calegones of nvestors UBS ang or s onrectors oMioers ano empiovess of Chen!s May 1ake DOSMIONS 1N ANG Mlly MBKE
purchases and 0! saies s prncipal o1 ager o UBS may a0t 25 markes-maker ir the Secumies o redated Iinanca ms-umenms onscusses nerer. UBS mav provioe nvesiment m.nunc ANd Other senvces 10 and or
serve 46 GIreC1on o' the ComEanies relered 10N N feborl UBS ns reated eAltes QeCion erTTxOVEEs anc adenis acteD! no hatuny 1of any |oss of JAMAdE of any kAa ansing out ol e use ol thry Teport Linied
Kingaom ana fesl of Europe EXcopl as otherwise specihed hefer This malena & Communcaled o) JBS Wamurg LIc a Subsidiary of UBS AG 1c persons wno are markel counierpariies of inlermediale cuslomers
I getased 0 the FSA Rues) and 15 only svailabie 1o such persons  The intormalion contained hermn does not apply 1o and shoukd AD! De reiea wpoh by privale customen Thi repont & bng destnbuted in
Swiizerind by UBS AG fo insttutional nvesiors ont  Tris epor! 15 bemng anstibuted & US persons by evther UBS Warburg LLC or UBS PaneWatber Inc subsiianes of LSS AG orby & Subsniary O sl
o UBS AG. that s nol masstered a5 3 US mroxer-cealer (a “non-US affuale ' 1o magr US wstriutional investors onty, UBS Warburg LLC of UR Faneweroe: inc accapts ;wm'zmm content ol 3 1 .
prapared by ancther n9n-US aldiate whan grsinbuted to US persons by LSS Warburg LLC or UBS PamaWebber Inc. This reporl & being distrbiuted by UBS Bunting Warburg inc. a subskdary of UBS A(: -Tdm
member ot the pAncipsi Canadian stock exchanges & CIPF. This re0on s peng disiabuted m Hong Kong by UBS Warburg fAst Limtea This repon 5 being distrouted in Smmi by UBS Warturg Ple. Lid Th:
POt & NG GRIrOuTed 1 Auirald by UBS Warourg Austalia Lic and LIBS Vea'turg Austraba Equies LId oens s securtws deacs Additional information will be maae avaiable upon roquntm ‘

€ 2002 UBS AG AN ngnis resecved TS report may nat be repraduced o Qistnouted it &ny Manne withaut the permission of JBS

4 JBSWamug L.l
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UNE-P Economics: Downgrading the Bells

¢ Downgrading BellSouth , SBC and Verizon to Hold from Buy

— Analysis of UNE-P economics suggests pressure on profitability for the Bells

— We now expect earnings to decline 1.8% vs. prev. expectation for 2.6% growth
(Street estimates are for 2-5% growthl).

— We expect long-term FCF growth of 2-3% vs prev. expectation for 3-4% growth

-
¢ Lowering Price Targets

- New price targets based on our reduced FCF estimates in our DCF analyses:
~ BellSouth: $26 (previously $28),
- SBC: $30 (previously $36);
~ Verizon: $34 (previously $50)
+ We Expect Market Performance Over the Next 12 Months

—  Attractive dividend yields should limit downside

TR S AT - John Hodulik, CFA
‘;’l% UBSWarburg (212) 713-4226, john hodulik@ubsw com




UNE-P Economies : Changes Lo lsstimales

BellSouth
2002 _ 2003 % growth
Old New $change % Change Old New $change %% Change Ol New
Wireline Revenue 18421 18312 -109 0.6% 18731 17,993 -138 -39% 1.7% -1 7%
Tolal Revenue 29009 28900 -108 04% 20582 78842 -740 -2 5% 20% 0 2%
EBITDA 12837 12784 -53 0.4% 13.120 12,761 -359 2 7% 22% -0 2%
Net Income 4035 310924 A1 2 1% 4217 3.836 -380 90% 45% -2 2%
EPS $214  §209 (30 05) -2.3% $218 ° $202; {30 16) % liem T 3%
- ' - L. .
SBC
2002 ‘ 2003 % growth
Old New  §change % Change Qld Mew $change % Change Oud New
Wireline Revenue g ies  BaN -167 04% B 8B4 37.482 -1.402 36% 0 3% 29
Total Revenye 52372 52705 167 {1 3% 52937 51535 4402 -2 6% 1 1% 1 3%
fBITOA 21877 M1y -20 0 1% 21479 20,958 521 -2 4% 05% A 9%
Net lncome 7728 7715 -12 02% 7811 1462 -349 -4 5% 11% 3 3%
EPS 3231 §2 3 (30 00) 0 2% 236 ' %2 255 (3011) 4 W% [ 1% 23%
i Verizon
. 2002 2003 % growth
;. B Old New $change % Change Old New $change % Change old New
' Wireline Revenue 40912 40897 -15 0.0% 39655 39136 -519 -1 3% 31% -4 5%
Total Revenue 66737 66722 -15 00% 67092 B65TS -518 -08% 05% 02%
EBITDA 29049 28772 277 -10% 2883  28.160 676 -2 3% ) 7% 2%
Nel Income 82332 8150 -182 22% 8587 8130 -457 5 3% 3% 0 2%
EPS $305 $258 {30 07} -2 2% $312 1%2 96) (30 15) S 1% ': 7% 0 7%

a6 UBS Warbyure .
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UNE-P Economics: Glossary

¢ Unbundled Network Elements (UNE)

— The individual parts of the local telephone network (7 elements including: local
loop, switches, transport and OSS) that ILECs are required to “unbundle” and
lease out to CLECs. Competitors can lease out one or all of the available UNEs to

prpvide service.

i

¢ Unbundled Network Element-Platform (UNE-P)

— Use of ALL the UNEs to provide service, requiring minimal capital outlays or asset
deployment.

4 Retail Lines

Access lines sold directly to the end user from the ILEC.

+ Wholesale Lines

— Access lines sold to competitors (AT&T and MCI), which resell the lines to end
users.

John Hodulik, CFA

o UBS Warburg

(212) 713-4226, john hodulik@ubsw com 5
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UNIE-P Economics: What’s the Big Deal?

¢ UNE-P Competition Has Intensified in Recent Months...
— MCI's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines)

— AT&T (recently entered 3 SBC states [24M residential lines); plans to enter NJ
[4.5M residential lines] in Sept 2002)

— Other opérators

~
Sprint is considering this strategy; others include Z-Tel, Talk America, and
SupraTelecom (which added 120K UNE-P lines in FL in 2Q02)

¢ Due to More Favorable Economics of UNE-P for Competitors

— Public Utility Commissions continue to set lower rates

Recent reductions in California, New York, New Jersey, Pennsyivania

¢ Second Quarter Results Revealed the Bells’ Exposure

— Over 1.1 million retail lines converted to wholesale through UNE-P in 2Q

- SBC: 692K added vs. 358K in 1Q02;
- BellSouth: 278K added, vs 239K in 1Q02;
- Verizon: 110K added vs. 64K in 1Q02

TG B - Jlohn Hodulik, CFA
&l% UBS Warburg (212) 713-4226, john hodulik@ubsw com
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UNIE-P Economics: Summary Findings
. )

4+ Economics of UNE-P are Worse than We Originally Expected

— UNE-P lines generate negative EBITDA in 18 states for the Bells {(60% of
US residential lines)

— SBC's Ameritech region is the most attractive for UNE-P competitors

¢ UNE-P Line Growth Will Be Greater than the Market Expects

- y
— UNE-P lines can be profitable in 33 states, suggesting further entry (82%
of US residential access lines)

— AT&T presents the most significant threat.
- Its 40% share of the consumer LD market presents an immediate target
- AT&T sees opportunities in 14-17 states, but announced entry in 8 states.

— The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration).

2000a 2001a 2002e 2003e 2004e 2005e
UNE-P Lines 2,923 9,652 11,152 18146 22367 25136
UNE-P Penelration 1.7% 3.4% 1.2% 12.2% 15.2% 17.3%
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UNLE-P Economics: Summary Findings

¢+ Long Distance Opportunity is Only a Partial Offset

— Bells only need to add 1.3 long distance customers for each UNE-P line added to
breakeven at revenue line

— However, the Bells need to add 5.4 long distance customers for each UNE-P line
added to breakeven at EBITDA line

— UMNE-P IS AN EBITDA STORY, NOT A REVENUE STORY

2002e 2003e 2004e 2005¢
LD subs 19.905 34.524 41,480 45223
UNE-P subs 11.152 18,146 22,367 25.136
LD subs / UNE-P subs 1.8 19 19 1.8

¢ We Do Not Expect Near-Term Regulatory Relief

) ! | .
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UNL-P Economics: Summary Findings

¢ Anticipate that EPS Will Decline in 2003 for the Bells
— EPS highly sensitive to growth in UNE-P

Revenue lost EBITDA lost EPS Impact assumting local line loss ol Free Cash flow Impact

perline / mo per line i mo 1M 2Mm M 5M M yl' M 5M
S8C $19.76 $17 04 $0.04 $008 $012 $0.20 $137  §274 341 $685
VZ oy 89 1526 004 0 03 013 022 123 245 ing 614
Bl S 18 29 15 65 0.06 013 019 032 176 252 377 629
Q 1473 1168 005 009 014 024 96 193 289 481

~- We estimate that 8M lines lost translates into $1B OpFCF loss

4 Summary

Poor Economics of UNE-P + Higher UNE-P Line Loss

o6 UBS Warbure

= Lower Profit and EPS for the Bells

John Hodulik, CFA
{212) 713-4226, john hodulik@uhsw com
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UNE-P Economics: Calculaling the Impact

1) Calculate Revenue Impact Per Line Lost

2) Estimate Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins
L) ‘

3) Calculate Wholesale EBITDA Contribution

4) Estimate Future Line Loss in Each State

John Hodulik, CFA
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UNE-P Economies: Caleulating the Impaclt

1) Calculated Revenue Impact Per Line Lost

Local service revenue = + Basic local

t Vertical Features
+ Access/IntralLATA toll Retail Revenue
1SLC |
+ LNP, 911 and other surcharges

UNE-P revenue = iLoop

tLocal switching (fixed & variable)

o Wholesale Revenue
1 Tandem swilching

+lransport

Difference = Total revenue lost

Source: UBS Warburg LLC and company reports

T T ar John Hodulik, CFA
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